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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
GALE, Judge: Respondent determ ned the foll ow ng

deficiencies in petitioner’s Federal incone tax:

Year Defi ci ency
1992 $219, 032

1993 46, 944

1999.
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After concessions, we nust decide the follow ng: (1) Wether
petitioner is required to recognize as incone in the years in
i ssue anounts deposited into certain accounts as described bel ow.
We hold that he is. (2) Whether recognition of the deposited
anounts in the year of deposit constitutes a change in accounting
met hod, requiring an adjustnent to petitioner’s income under
section 481.! W hold a section 481 adjustnent is required.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
incorporate by this reference the stipulation of facts, the
suppl enental stipulation of facts, and the attached exhibits. At
the tinme of filing the petition, petitioner resided in
Charl eston, South Carolina.

Petitioner was a |licensed professional bail bondsman, and
before trial he had been in the bonding business for nore than 20
years. Petitioner conducted his bonding business as a sole
proprietorship. The proprietorship incone was reported using the
accrual nethod of accounting. Petitioner wote bonds for
crimnal defendants to ensure their future appearance in court.
The bonds varied in anobunt and were set by the court. The

def endants, or soneone on their behalf (collectively,

1 Unl ess otherwi se noted, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.
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petitioner’s clients), would pay petitioner a fee (usually equal
to 10 percent of the amount of the bond, sonetinmes less), and in
exchange petitioner would assune liability under the bond,
guar ant eei ng the defendant’ s appearance at court proceedi ngs.
Under the standard bondi ng agreenent used by petitioner, the fee
was due froma client when the agreenent was signed. In
addi tion, the bondi ng agreenent provided that the fee was earned
upon execution of the agreenent. |If petitioner was unable to
performon his guaranty, i.e., if the defendant failed to nmake
the court appearance, petitioner was liable to the court for the
full amount of the bond.?

As a professional bail bondsman, petitioner was required to
conply with chapter 53 of title 38 of the Code of Laws of South
Carolina. Pursuant to these provisions, petitioner was required
to maintain, with the clerk of court of the relevant South
Carolina jurisdiction, passbook savings accounts or certificates
of deposit in an anount equal to 25 percent of all outstanding
bonds on which he was liable in that jurisdiction.® The anmount

required to be maintained was reconputed as of the first day of

2 Petitioner’'s practice generally was to obtain a co-
guarantor on the bond, such as a famly nmenber or friend of the
def endant .

% In addition, no single bond witten by petitioner could be
in an anount greater than 50 percent of the anobunt maintai ned
with the clerk of court. See S.C. Code Ann. sec. 38-53-330 (Law.
Co-op. 1989).
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each nonth, on the basis of the bonds outstanding on that date,
and petitioner had until the 16th of the nonth to make any
additions required to ensure that the anmounts naintained wth the
clerk were equal to at |east 25 percent of the face anount of
bonds outstanding on the first of the nonth. See S.C Code Ann.
sec. 38-53-270 (Law. Co-op. 1989). The savings accounts or
certificates of deposit were held in trust in the nane of the
clerk of court for the “sole protection and benefit of the hol der
of bail bonds” and functioned as security for petitioner’s
potential liability on outstanding bonds. S.C Code Ann. sec.
38-53-280 (Law. Co-op. 1989). 1In the event of a forfeiture,
i.e., the failure of a defendant to appear for trial, making
petitioner liable for the bond anount, petitioner had the option
of neeting his liability using funds maintained with the clerk of
court or from some other source.

Under South Carolina |law, petitioner was entitled to a
return of the excess whenever the anounts maintained with the
cl erk exceeded 25 percent of petitioner’s bonds outstandi ng and
was entitled to the return of all such amounts when his bond
obligations in the jurisdiction were conpletely satisfied. See
id.

Pursuant to the foregoing provisions of South Carolina | aw,
petitioner maintained various savings accounts and certificates

of deposit wth the Cerk of Court for Charleston County, South
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Carolina, prior to and during the years in issue, in connection
with his activities as a professional bail bondsnan. W shal
hereinafter refer to these savings accounts and certificates of
deposit held by the Charleston County Clerk of Court as the
Charl eston County Court account. At no point during the years in
i ssue, or in any year prior thereto, were funds fromthe
Charl eston County Court account used to satisfy a forfeiture.

Petitioner received any interest earned on the funds in the
Charl eston County Court account.

Petitioner also kept two other accounts, one wth respect to
the U S. District Court and another which the parties refer to as
the “in-house account”. The record does not establish what
provi sions of |law or contract terns governed the U S. District
Court account.* In particular, the record does not disclose
under what schedul e petitioner was required to deposit, or was
entitled to return of, amounts in the U S. District Court
account .

As for the in-house account, it was not required by any | aw
or contract. It was established at the suggestion of
petitioner’s father, a bookkeeper, who kept petitioner’s books

and prepared his tax returns. All fees collected by petitioner

“In his opening statenent at trial, petitioner’s counsel
i ndi cated that no statute governed the U.S. District Court
account, and that an anount equal to the entire face value of the
bond was required to be deposited therein. However, no evidence
was adduced regarding the foregoing.
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for bonding services were deposited into the in-house account.
The noneys fromthe in-house account were then di sbursed for four
purposes: To satisfy petitioner’s liability in the event of
forfeitures, to satisfy required increases in the anmounts in the
Charl eston County Court and U S. District Court accounts, to pay
petitioner’s business expenses, and to pay petitioner a
“salary”.®

Petitioner reported gross receipts fromhis bondi ng business
of $80,456 in 1992 and $100, 467 in 1993. However, for taxable
years prior to and including 1992 and 1993, petitioner did not
report as incone the anmounts that were deposited into the three
accounts. The balances in the accounts were as follows on the

dat es i ndi cat ed:

1/1/92 12/ 31/ 92 12/ 31/ 93
Charl est on County $393, 000 $537, 000 $628, 000
Court account
US District Court 55, 000 30, 000 30, 000
account
| n- house account 107, 909 79, 636 92, 699
Tot al 555, 909 646, 636 750, 699

In the notice of deficiency, respondent determ ned that
petitioner’s method of reporting bail bond fees did not clearly

reflect inconme, and that a change in nethod of accounting was

> Petitioner’s testinmony regarding his salary is linmted and
vague. On the basis of his testinony, the anount of the salary
appears to have been either a percentage of the fees he collected
or a percentage of the anount in the in-house account.
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necessary. Respondent determ ned that section 481 applied, and
that petitioner was required to include in income in 1992 the
conbi ned bal ance of the three accounts as of January 1, 1992;
namel y, $555,909. |In addition, respondent determ ned that
petitioner was required to include in inconme the net increases in
t he conbi ned bal ances of the Charleston County Court and U. S
District Court accounts in the anpunt of $119,000 in 1992 and
$91, 000 in 1993.

OPI NI ON

Section 446(b) provides as follows: “If no nethod of
accounting has been regularly used by the taxpayer, or if the
met hod used does not clearly reflect inconme, the conputation of
taxabl e i nconme shall be made under such nethod as, in the opinion
of the Secretary, does clearly reflect incone.” For an accrual
met hod taxpayer, “it is the right to receive accrual basis
i ncone, not its actual receipt, that determnes the tinme of its

inclusion as gross incone.” Stendig v. United States, 843 F.2d

163, 165 (4th Gr. 1988) (citing Conm ssioner v. Hansen, 360 U S.

446, 464 (1959)); see Johnson v. Commi ssioner, 108 T.C. 448, 459

(1997), affd. in part, revd. in part and remanded on anot her
ground 184 F.3d 786 (8th Cir. 1999); secs. 1.446-1(c)(1)(ii),
1.451-1(a), Inconme Tax Regs. GCenerally, all the events that fix
the right to receive income have occurred when the earliest of

the followi ng occurs: The incone is (1) actually or
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constructively received, (2) due, or (3) earned by perfornmance.

See Johnson v. Conm ssioner, supra at 459. In the i nstant case,

all three of these occurred when petitioner received a fee froma
client: It was actually received; it was due under the terns of
t he bondi ng agreenent; and it was earned by the execution of the
bond agreenent. Thus, the fees were inconme when received.

Charl eston County Court and U.S. District Court Accounts

In Stendig v. United States, supra, the Court of Appeals

hel d that rental receipts received by an accrual basis
partnership fromits housing project but required by the | ender
to be deposited into reserve accounts securing repaynent to the

| ender were nevertheless incone to the partnership in the year
deposited. The partners had argued that the anpbunts were not
income until a later year, when they obtained unrestricted access
to them The key question for the Court of Appeals was “whether

* * * the partnership acquired the ‘fixed right to receive the

[funds deposited in the] reserves.’”” [1d. at 165 (quoting

Conmm ssioner v. Hansen, supra). The Court of Appeals held that

the partnership had acquired the fixed right, and hence nust
accrue the anounts as inconme, “in the years of their deposit”
rather than at “the tine of actual receipt.” [1d. at 166. The
reason was that any use of the funds would inure to the benefit

of the partnership. See id. at 166-167.
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Petitioner, as an accrual nethod taxpayer with respect to
hi s business, was required to include in gross incone of the
busi ness amobunts deposited into the Charl eston County Court
account when he acquired the fixed right to receive those

amounts. As in Stendig v. United States, supra, this occurred

when the amounts were received fromhis clients, even though sone
of the proceeds nmay have been required to be deposited with a
third party. The situation is virtually identical with the facts
in Stendig. Like the partnership in Stendig, petitioner
collected receipts and was required to deposit a portion of them
as a necessary condition of doing business.® Like the
partnership in Stendig, petitioner did not have access to the
funds while they were on deposit (except for interest earned),

but the funds would ultimately be his; i.e., the deposits woul d
inure to petitioner’s benefit. The anmounts on deposit either
woul d be returned to hi mbecause the | evel of outstandi ng bonds
had been reduced or would be used by the clerk toward
satisfaction of petitioner’s obligation under a bond. See

Conmi ssi oner v. Hansen, supra at 466. Therefore, we find that

petitioner was required to include in gross inconme the anmounts
deposited into the Charleston County Court account in the year

received fromclients.

6 Petitioner argues that in his case the deposits were
required by law rather than by contract. This is irrelevant. 1In
ei ther case, the deposits were necessary to do business.
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Wth respect to the U S. District Court account, petitioner
has not adduced evi dence regarding the terns under which anpbunts
were required to be deposited for bonds witten for defendants in
U S District Court. In his opening statenent, petitioner’s
counsel indicated that deposits equal to 100 percent of the face
anount of the bond were required. Presunably, these anmounts were
either returned to petitioner when the defendant satisfactorily
appeared or forfeited if he did not. 1In either case, the
deposited anounts would inure to petitioner’s benefit. Because
petitioner has not cone forward with the terns of the U S.
District Court bonding arrangenments, he has failed to carry his
burden of proving respondent’s determ nation erroneous.

| n- House Account

The i n-house account appears, in part, to be an effort by
petitioner to set up a reserve for paying potential bond
forfeitures. |In other words, it acts, in part, as a reserve
agai nst contingent liability. The funds in the in-house account
were ultimately disbursed solely for petitioner’s benefit: To
satisfy his obligations by paying bond forfeitures or increasing
t he amounts on deposit in the Charleston County Court or the U S
District Court accounts; to pay his business expenses; or to pay
hinmself a “salary”. As with the Charleston County Court account
and presumably with the U S. District Court account, only two

t hi ngs coul d happen to the funds in the in-house account: They
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could be paid to petitioner in cash or they could be used to pay

an obligation of petitioner. See Conm ssioner v. Hansen, 360

U S at 465-466. |In either case, they would inure to his

benefit. Thus, follow ng Conm ssioner v. Hansen, supra, and

Stendig v. United States, 843 F.2d 163 (4th Gr. 1988), the

anounts deposited in the in-house account are incone in the year
received fromclients, notw thstanding their deposit.

For the foregoing reasons, we sustain respondent’s
determ nation that petitioner nust include in gross incone the
net increase in the conbined bal ances of the Charl eston County
Court and the U S. District Court accounts in the anount of
$119, 000 in 1992 and $91,000 in 1993.°

Section 481 Adj ust nent

In the notice of deficiency respondent determ ned that
section 481 applied, and that under section 481, petitioner was
required to include in incone the amobunts on deposit in the three
accounts as of the beginning of 1992. W agree.

Section 481 provides as foll ows:

SEC. 481(a). Ceneral Rule.--1n computing the

t axpayer’s taxabl e inconme for any taxable year

(referred to in this section as the “year of the

change”) - -

(1) if such conputation is under a method of
accounting different fromthe nmethod under which

t he taxpayer’s taxable income for the preceding
t axabl e year was conputed, then

” See infra note 13.
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(2) there shall be taken into account those

adj ustments which are determ ned to be necessary

solely by reason of the change in order to prevent

anounts from being duplicated or omtted, except

there shall not be taken into account any

adjustnment in respect of any taxable year to which

this section does not apply unless the adjustnment

is attributable to a change in the nethod of

accounting initiated by the taxpayer.
By its ternms, section 481 applies only when there is a change in
met hod of accounting. Section 1.446-1(e)(2)(ii)(a), |Incone Tax
Regs., describes a change in nmethod of accounting as foll ows:
“A change in the nethod of accounting includes * * * a change in
the treatnment of any material item* * * A material itemis any
i tem which involves the proper time for the inclusion of the item
in incone or the taking of a deduction.” 1In other words, a

change in nethod of accounting does not involve whether or not an

itemof incone is included, but when. See Kni ght - Ri dder

Newspapers, Inc. v. United States, 743 F.2d 781, 798 (11th Cr

1984). However, the regulations provide several specific
[imtations:

A change in nmethod of accounting does not include
correction of mathematical or posting errors, or errors
in the conputation of tax liability * * * . Also, a
change in nethod of accounting does not include

adj ustnment of any item of inconme or deduction which
does not involve the proper tine for the inclusion of
the itemof inconme or the taking of a deduction. * * *
A change in the nmethod of accounting al so does not
include a change in treatnent resulting froma change
in underlying facts. * * * [Sec. 1.446-1(e)(2)(ii)(b),
| ncome Tax Regs. ]
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Respondent relies principally on Rankin v. Conm Ssioner,

T.C. Menpb. 1996-350, affd. 138 F.3d 1286 (9th G r. 1998), to
support his determ nation applying section 481. |In Rankin, the
t axpayer, who used the cash receipts and di sbursenents nethod of
accounting, was a bail bondsman associated with an i nsurance
conpany surety. The bonds were contracts between the crim nal
def endant, the State, and the insurance conpany. The insurance
conpany was principally liable to the State if the defendant
failed to appear at trial and the bond was forfeited or a late
fee was charged. However, the taxpayer had a contract with the
i nsurance conpany under which the taxpayer would i ndemify the

i nsurance conpany for the anount of any forfeited bonds or late
fees. The taxpayer collected 10 percent of the face anount of
the bond as a fee, paid a portion of the fee to the insurance
conpany, deposited a portion of the fee into a specific account
known as the Build Up Fund or BUF account, and kept the

remai nder. The BUF account served as security for the taxpayer’s
prom se to indemify the insurance conpany. The anount

accunul ated in the BUF account was a percentage of the anmount of
t he outstandi ng bonds. The insurance conpany functioned as
trustee of the BUF account and had the sole power to w thdraw
funds fromthe BUF account but could use any w thdrawn funds only
to satisfy the taxpayer’s indemity obligations. The insurance

conpany gave the taxpayer the option of indemifying fromthe BUF
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account or fromindependent funds. Wen the taxpayer term nated
his agreenment and all outstandi ng bonds were satisfied, the
taxpayer would be entitled to the funds in the BUF account. The
t axpayer deducted deposits into the BUF account as a portion of

cost of goods sold. See Rankin v. Conm ssioner, supra.

The parties in Rankin agreed that the taxpayer was not
permtted to deduct deposits into the BUF account.® The parties
di sagreed over the treatnment of the anpbunts accumul ated in the
BUF account prior to the years in issue. 1In an attenpt to avoid
the application of section 481, the taxpayer argued that the
change in treatnent of the deposits into the BUF account that the
Comm ssioner was requiring was not a change in nmethod of
accounting. W held that it was, because the change affected
only the timng of inclusion, not the ultimate fact of inclusion.

See id.; see also Schuster’s Express, Inc. v. Comm ssioner, 66

T.C. 588, 596-597 (1976), affd. w thout published opinion 562
F.2d 39 (2d Cr. 1977); sec. 1.446-1(e)(2)(ii)(b), Incone Tax
Regs. (“a change in nethod of accounting does not include

adj ustnment of any item of inconme or deduction which does not

8 The parties relied on Sebring v. Commi ssioner, 93 T.C. 220
(1989), an earlier case with virtually identical facts. The
i ssue in Sebring was whether a cash basis bail bondsman could
properly deduct deposits into a BUF account at the tinme of
deposit. W held that he could not deduct anounts when they were
deposited, even though the deposits were mandatory. See id. at
2217.
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i nvolve the proper tinme for the inclusion of the itemof incone
or the taking of a deduction”).

We consider first the Charleston County Court and U. S.
District Court accounts. Here, the instant case is
i ndi stingui shable from Rankin. As in Rankin, respondent’s change
of petitioner’s treatnent of the anounts deposited into the
accounts was a change in nethod of accounting, because it
affected only the timng of inclusion, not the ultimate fact of
inclusion. Under petitioner’s nethod, he would have been
required to include in incone the funds in the accounts in the
year they ultimtely becane available to him?® Any anounts
actually paid to satisfy forfeited bonds woul d not be included.
Under respondent’s nethod, petitioner would be required to
include in inconme the funds in the accounts in the year of
deposit, but he would be entitled to deductions for anmounts
actually paid to satisfy forfeited bonds, so the total anount
required to be included in incone would be the sane. Thus,

respondent’s nmethod alters only the timng of inclusion, not the

°® The evi dence establishes that petitioner was entitled to
receive all of the amounts in the Charleston County Court account
when his bond obligations were conpletely satisfied. The sane
appears to be true of the U S. D strict Court account; at the
| east, there is no evidence, or suggestion, to the contrary.

10 As we have found, no funds fromthe Charl eston County
Court account were used to satisfy a forfeiture before or during
the years in issue.
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fact of inclusion. It is therefore a change in nethod of
accounting, and section 481 applies.

We next consider the in-house account. Under petitioner’s
met hod, he woul d have been required to include in inconme in the
year of disbursenment any funds di sbursed fromthe in-house
account for his benefit.! He would be entitled to take
deductions for all allowabl e business expenses. Further,
petitioner would ultimately receive any funds remaining in the
i n-house account.!? Under respondent’s nethod, petitioner would
be required to include in inconme the funds in the account in the
year of deposit, but he would be entitled to take deductions for
anounts used to pay all allowabl e business expenses, so the total
anount required to be included in inconme would be the sane. Once
again, respondent’s nmethod alters only the timng of inclusion,
not the fact of inclusion. It is therefore a change in nethod of
accounting, and section 481 applies.

Section 481(a)(2) authorizes “those adjustnents which are
determ ned to be necessary solely by reason of the change [in

met hod of accounting] in order to prevent anmounts from being

1 That is, any funds used to satisfy a liability in the
event of forfeiture, to satisfy required increases in the anmounts
in the Charleston County Court and U.S. District Court accounts,
to pay business expenses, or to pay petitioner’s “salary”.

12 The precise nature of the in-house account is not clear.
In testinony, petitioner refers to it as an “escrow account”.
However, there is no evidence, or suggestion, that petitioner
woul d not receive any funds remaining in the account.
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* * * omtted”. Further, it is well established that section 481

supersedes the statute of limtations. See Gaff Chevrolet Co.

v. Canpbell, 343 F.2d 568 (5th G r. 1965); Superior Coach, Inc.

v. Conm ssioner, 80 T.C 895, 912 (1983). |If petitioner nerely

changed, starting in 1992, to an accounting nethod under which
anounts are included in income when received fromclients, this
met hod would not result in the inclusion in inconme of amounts
previ ously excl uded because deposited into the court and in-house
accounts. Wthout section 481, such anounts would generally
escape taxation. Section 481 allows respondent to prevent such
om ssions by requiring petitioner to include in incone in 1992
t he amounts previously accumul ated in the three accounts.
Petitioner argues that section 481 does not apply because
t here has been no change in nethod of accounting. It is true
that a change in nethod of accounting is necessary to trigger
section 481, but petitioner’s attenpts to show that there was no
change in nethod are unavailing. Petitioner first argues that
there was no change in nethod of accounting, relying on section
1.446-1(e)(2)(ii)(b), Inconme Tax Regs., which provides that “A
change in the nethod of accounting * * * does not include a
change in treatnent resulting froma change in underlying facts.”
However, although petitioner argues in general that there was a
change in underlying facts, he points to no such change, and we

have found none.
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Petitioner next relies on another provision of the sane
regul ation, which states: “A change in nethod of accounting does
not include correction of mathematical or posting errors, or
errors in the conputation of tax liability”. Sec. 1.446-
1(e)(2)(ii)(b), Inconme Tax Regs. Petitioner argues that the
accounting treatnent of the deposits was not a nethod of

accounting but nmere error, relying on Korn Indus., Inc. v. United

States, 209 C. d. 559, 532 F.2d 1352 (1976). In Korn Indus.,

the taxpayer manufactured furniture. The taxpayer used separate
inventories for raw materials, work-in-process, supplies, and
finished goods. There were 14 kinds of material in the finished
furniture; e.g., lunber, mrrors, glue, nails. During the years
inissue, 3 of the 14 materials costs had not been included in
the finished goods inventory, although they were included in the
other three inventories. Wen the taxpayer |ater took account of
the three materials costs, the Governnent clainmed there was a
change in accounting nethod, but the court found that the

t axpayer had nerely corrected an error. In the instant case,
petitioner’s “m stakes” are nmuch nore egregi ous and of a
different nature. In 1992, petitioner reported gross receipts
from his business as a bail bondsman of $80, 456, and i ncreased
the balances in his three accounts by a conbi ned total of

$90, 727. In 1993, petitioner reported gross receipts fromhis

busi ness as a bail bondsman of $100, 467 and i ncreased the
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bal ances in his three accounts by a conbined total of $104, 063.
In other words, in each year the bonding fees that petitioner
deferred reporting exceeded the anmount reported. The instant
case involves the systematic, consistent treatnent of a
significant item not a posting or conputational error. See sec.
1.446-1(e)(2)(ii)(b), Income Tax Regs. Petitioner’s treatnent of
t he deposits was not “error” wthin the nmeaning of this
regul ati on.

Petitioner’'s Additional Arqgunents

Petitioner presents nunerous additional argunents, none of
whi ch are persuasive. Petitioner directs his first argunent to
the Charl eston County Court account only and argues that, because
the recei pt of fees and the subsequent deposit of nobneys into the
account were interrelated, the receipt of anpbunts deposited was
of “no nmoment”, and petitioner was not required to include it in
income. Petitioner is wong on the facts. Petitioner was
required to maintain deposits wth the Cerk of Court of
Charl eston County in the amount of 25 percent of outstanding
bonds. He collected as a fee 10 percent (sonetinmes |ess) of each
bond he wote. There was no rel ationship between the deposits
and the fees. There was no requirenent that petitioner pay a
percentage of the fees he collected into the Charl eston County

Court account, unlike the taxpayers in Sebring v. Conm Ssioner,

93 T.C. 220 (1989), and Rankin v. Comm ssioner, T.C Menp. 1996-
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350, who paid a percentage of each fee into the BUF accounts. 1In
the instant case, the anobunts on deposit could cone from
anywhere. Thus, the receipts and deposits were not interrel ated.
Petitioner’s second argunent is again directed only to the

Charl eston County Court account. Petitioner argues that the
deposits with the Charl eston County Court were held in trust and
therefore were not incone to himwhen received. Petitioner cites

Angel us Funeral Hone v. Conm ssioner, 47 T.C. 391 (1967), affd.

407 F.2d 210 (9th Gr. 1969), and Mele v. Comm ssioner, 72 T.C.

284 (1979).

I n Angel us Funeral Hone, the taxpayer, which conputed its

i ncone on the accrual basis, operated a funeral hone and

coll ected “pre-need” deposits fromclients; i.e., paynments for
future funeral services. The deposits were held in trust for the
sol e purpose of providing the funeral services, and the taxpayer
was obligated to use the entire anount on deposit for that

purpose. See Angelus Funeral Honme v. Conm ssioner, supra at 392-

393. The Court held that the amobunts on deposit were held in
trust for the client’s benefit and were not incone to the
taxpayer until the funeral services were perfornmed. See id. at
397.

In Mele, the taxpayer, which conputed its inconme on the
cash recei pts and di sbursenents basis, was a | aw partnership that

collected prepaid legal fees. The fees were maintained in a
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separate account until actually earned (i.e., when the |ega
services were perfornmed) and coul d not be used by the partnership
while they were in the separate account. See Mele v.

Conm ssi oner, supra at 285-286. The Court held that the prepaid

fees were not includable in incone (being neither actually nor
constructively received) until actually earned. See id. at 290-
291.

Petitioner’s argunent for the existence of a trust is that
he is collecting and hol ding noneys in trust for the benefit of
the Cerk of Court for Charleston County. Petitioner points to
the fact that the accounts or certificates of deposit were held
in trust in the nane of the Cerk of Court for Charleston County
for the “sole protection and benefit of the hol der of bai
bonds.” However, the key question is whether petitioner acquired
a beneficial interest in the funds at the tinme of their deposit.

See Johnson v. Conmm ssioner, 108 T.C. at 475. He clearly did:

The deposits would ultimately inure to his benefit. First,
petitioner chose whether funds fromthe Charl eston County Court
account, or sone other funds, were used to pay any bond
forfeiture owed to the County. Second, even if paynments were
made fromthe account, they would be to petitioner’s benefit,
because they woul d satisfy an obligation of petitioner. Finally,
petitioner ultimately woul d receive the anounts remai ni ng on

deposit in the account. On the other hand, in Angel us Funeral
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Hone and Mele, the beneficial interest in the funds on deposit
was retained by the taxpayer’s clients. Thus, these cases are
di sti ngui shabl e.

Petitioner directs his next argunent to both the Charl eston
County Court account and the U S. District Court account. He
argues that section 461(f) applies, authorizing deductions for
t he anbunts on deposit. Section 461(f) provides as foll ows:

SEC. 461(f). Contested Liabilities.--If--

(1) the taxpayer contests an asserted
l[Tability,

(2) the taxpayer transfers noney or
ot her property to provide for the
satisfaction of the asserted liability,

(3) the contest with respect to the
asserted liability exists after the tinme of
the transfer, and

(4) but for the fact that the asserted
liability is contested, a deduction would be
all owed for the taxable year of the transfer
(or for an earlier taxable year) determ ned
after application of subsection (h),

then the deduction shall be allowed for the taxable

year of the transfer. This subsection shall not apply

in respect of the deduction for incone, war profits,

and excess profits taxes inposed by the authority of

any foreign country or possession of the United States.
The fundanental problemw th petitioner’s argunent is that
section 461(f) does not by itself create a deduction; it only
affects timng. That is, it applies only to a deduction

ot herwi se allowed. See sec. 461(f)(4). But here, because of
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Stendig v. United States, 843 F.2d 163 (4th Cr. 1988), no

deduction is allowed. Thus, section 461(f) does not apply.

Finally, petitioner argues that the fees he received from
clients were excludabl e because there was a chance that the court
woul d order the fee refunded to the client. There is sone
evidence in the record relating to petitioner’s argunent; nanely,
petitioner’s testinony and the testinony of an enpl oyee at the
Clerk of Court for Charleston County indicating that the judge in
a case has discretion to order fees returned. On the other hand,
there is no evidence in the record establishing the circunstances
(i ncluding, for instance, the frequency) of returned fees. But
there is a nore basic defect wwth petitioner’s argunent; nanely,
exclusion of fees until resolution of any contingencies regarding
their return was not the nmethod of accounting that petitioner
enpl oyed. Rather, the nethod he actually used was entirely
different: under his nethod, he excluded all anbunts deposited
into the accounts, regardl ess of whether any fees so deposited
were subject to return or not. Thus, this argunent nust fail.

We have considered petitioner’s remai ning argunents and find
themto be without nerit. W accordingly sustain respondent’s
determ nation that petitioner was required to include in incone

in 1992 the conbi ned bal ances in the Charleston County, U S
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District Court, and in-house accounts as of January 1, 1992;
narel y, $555,909. 3

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

13 Because we sustain respondent’s determ nation that the
bal ance in the in-house account as of Jan. 1, 1992, nust be
included in 1992 gross incone, we believe the possibility exists
that certain anounts in the in-house account could be subject to
doubl e taxation, although the record is not entirely clear on
this point.

It would appear to the Court that the possibility of double
taxati on exi sts because the balance in the in-house account
decreased between Jan. 1 and Dec. 31, 1992. The record
est abl i shes that one possible disbursenent fromthe in-house
account was to fund required increases in the Charl eston County
Court or U S District Court account. The Charl eston County
Court account in fact increased between Jan. 1 and Dec. 31, 1992,
and we have sustained respondent’s determ nation that that
i ncrease nust be included in petitioner’s 1992 gross incone.
However, if any portion of the 1992 increase in the Charleston
County Court account was funded with a di sbursement fromthe in-
house account, then the possibility appears to exist that this
di sbursenent was taxed both as a part of the existing Jan. 1,
1992, bal ance in the in-house account and as an increase in the
Charl eston County Court account between Jan. 1 and Dec. 31, 1992.

We expect the parties to address this problemas part of
their Rule 155 conputations.



